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. _In~ a.-recent .. survey--,," mar_kej. ,:,-tejJhnici~!It8 ..... w_~_:r,:e_~slt~4--"" wlmt ... ~90.!lOm.!~_B_ta tist!cs-.!t:o~~~ be most cr_u"c..,i",a"I ____ , 
in determining the market's course over the short term.~ Two-thirds of them- mentioned interest 
rates, and there is no reason to argue with this consensus. The market quite clearly, in the past 
year or so at least, has been highly sensitive to interest rate developments, moving up on the 
prospect of lower rates and weakening on the possibility of higher ones. 

We intend, therefore, to make interest rates the subject of this, and in all probability a 
number of subsequent letters. In these discussions we will be attempting to view the long-term 
historical perspective rather than the short-term relationship to which the technicians in the 
survey were referring. Indeed, those same technicians, familiar as they would certainly be with 
market history, would undoubtedly raise some of the questions regarding the long-term relationship 
of interest rates and stock prices that we intend to discuss. 

The watershed date for that relationship (at least the only such that will fall within the 
lifetime of readers of this letter) occurred in the Spring of 1957. At that point the yield for AA 
Corporates moved, for the first time in over thirty years, above the 4% level, rising in the 
process, above the yield on the Standard & Poor's 500. The relationship was reversed for a few 
short months around the bottom of the 1957 bear market, but, commencing with the 1958 stock-market 
upswing, the yield for the 500 fell below that of bonds and has remained there in the thirty-one 
years since. Interestingly enough the prior norm, stocks yielding more than bonds, had prevailed 
for thirty-plus years prior to the 1957 transition---back into the early 1920's. It is hard for 
investors today to envision a world where stock yields in excess of bond returns were the normal 
thing, but it was equally difficult for the previous generation, whose formative years were the 
1930's and 1940's, to acclimate themselves to the current environment. Even the great Benjamin 
Graham had trouble with the concept. 

A plausible explanation for the shift in the relationship is a change in the conventional view 
of dividends. Those who remembered the 1930's, when dividends were cut and lor eliminated with great 
regularity, tended to view such an Income stream as a risKy-one ..... wlfiChsnoultt .. therefore comrn8.YI<l-"ii----L I 
premium return. As we entered the 1960's, the magic word "growth" began to be regularly heard, and 
the view of dividends shifted to one which envisioned them as a steadily increasing income flow. 
Given this perspective, it was possible to justify a lower initial income from equities. 

The transition of the mid-1950's antedated by some ten years the emergence of another factor 
relevant to interest rates---increasing inflation. The period 1955-65 generally saw inflation at 
around the 1% level or a bit higher, and the yield on twenty-year Governments during this period 
remained in the 3-4% range. That decade was the foundation for the not-totally-unreasonable theory 
of a "real interest rate", measured by subtracting the inflation rate from bond yields. This rate 
remained for the decade mostly in the 2 -3% range. 

It was slow to respond to the accelerating inflation of the 1970's. By the middle of that 
decade, the "real" interest rate had actually turned negative, despite bond yields which, in 
surpassed 8.5%. The first emergence of double-digit Treasury coupons, in 1980, still failed 
produce positive real returns, since the inflation rate. at that point, was in excess of 12%. 
1980's, however, were to be the decade of falling inflation. By 1983-85, the rate of price 
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increases had dropped under 4%. Bond yields, however, did not decline that much, and the yields in 
excess of 13% available in the summer of 1984 produced the highest real return---9%---that has been 
seen in recent history. The period from 1984 to date has seen a sharp decline in bond yields, to 
1986 lows under 8%, along with a slight rise in the rate of inflation. This has lowered the "real 
return" on 20-year Governments to 4%. 

The popularity of the real-interest-rate concept explains why inflation is probably, after 
interest rates, the second most important factor affecting the short-term direction of the stock 
market. If one believes in real interest rates, reduced inflation obviously leaves room for bond 
yields to come down and thus, presumably, for stocks to rise. One wonders, however, whether the 
true real interest rate is the 2-3% of the 1955-1965 era, the 5-9% of the early 1980's,-the 4% to 
which it has recently declined, or something else. It it likewise difficult to find in the history 
recounted above any convincing evidence of a long-term relationship between stock and bond yields. 

We have done very little here, we freely admit, other than raise questions, and we will 
probably, in future issues, be raising some more. We hope also, in the course of the discussion, to 
provide some tentative answers. 
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